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MEDICARE PAYMENT POLICY: ENSURING STA-
BILITY AND ACCESS THROUGH PHYSICIAN
PAYMENTS

THURSDAY, FEBRUARY 14, 2002

HOUSE OF REPRESENTATIVES,
COMMITTEE ON ENERGY AND COMMERCE,
SUBCOMMITTEE ON HEALTH,
Washington, DC.

The subcommittee met, pursuant to notice, at 8:30 a.m., in room
2322, Rayburn House Office Building, Hon. Michael Bilirakis
(chairman) presiding.

Members present: Representatives Bilirakis, Greenwood, Burr,
Ganske, Norwood, Wilson, Shadegg, Bryant, Buyer, Brown, Wax-
man, Barrett, Capps, Stupak, and Green.

Also present: Representative Bereuter.

Staff present: Anne Esposito, health policy coordinator; Erin
Kuhls, majority counsel; Eugenia Edwards, legislative clerk; Amy
Hall, minority counsel; Karen Folk, minority counsel; Bridgett Tay-
lor, minority professional staff; and Nicole Kenner, minority re-
search assistant.

Mr. BILIRAKIS. Good morning. I call to order the first hearing of
the Health Subcommittee in the second session of the 107th Con-
gress. Today, we will examine the Medicare payment policy for
physicians and at the outset I would say I know we’ve already ex-
tended our apologies to Mr. Scully, but I wanted to also apologize
to our witnesses and the audience for such an early start. I think
members will be coming in and out, but we were in session until
2:45 this morning, so we're going to do the best that we can.

I did want to announce that on this Valentine’s Day in addition
to saying Happy Valentine’s Day, I would like to take a moment
on behalf of all of us to say goodbye to Anne Esposito who is sitting
here to my right. Anne has been with me for some time. She has
been, of course, a terrific staffer, conscientious, hardworking and
she has an awful lot of energy. But because she has been so con-
scientious, so hardworking, she’s been snapped up by downtown.
That is the downside for having an effective staff. But anyhow, she
has contributed so very much toward improving the health care
system for all Americans and on behalf of Mr. Brown and the other
members, I'd like to wish her the best of luck as she moves into
the private sector and let her know, and I'm sure I speak for all
of us on the committee, that she will be greatly missed. Thank you
very much, Anne, for everything.
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Well, it’s vital that we ensure the stability of the Medicare pro-
gram and guarantee access to provider services for beneficiaries.
This hearing will focus on the formula used to update payment
rates for individual physician services under Medicare’s Physician
Fee Schedule.

In 2002, health care professionals paid under this fee schedule
will experience the largest, the largest across the board payment
cut since the fee schedule was first put in place a decade ago. This
subcommittee is concerned that the current update formula is
flawed and may at times put at risk, as it is now doing bene-
ficiaries’ access to critical health care services.

I would like to thank all of our witnesses for coming before the
subcommittee so early this morning and as I've already said, I'd
like to wish you all a Happy Valentine’s Day.

Our first panel consists of Tom Scully, the Administrator of the
Centers for Medicare and Medicaid Services. He will discuss the
history of physician payments under Medicare and explain the cir-
cumstances around the -5.4 percent reduction, in physician pay-
ments this year.

On our second panel we will hear from Bill Scanlon our good
friend who we hear from so very often with the General Accounting
Office. He will lay out the various policy choices the subcommittee
will face as we consider making changes to the current update sys-
tem. We will also hear from a number of stakeholders, including
the American Medical Association, the American College of Nurse
Practitioners, the American College of Surgeons, the National Com-
mittee to Preserve Social Security and Medicare, and the Medical
Group Management Association. These witnesses will testify about
the real world effects of the payment cuts while highlighting ways
to improve the current update system.

As many of you know, late last year we realized the magnitude
of this payment reduction and the trouble it would cause. In re-
sponse, I introduced, along with Ranking Member Brown, Chair-
man Tauzin and Ranking Member Dingell, H.R. 3351, the Medi-
care Physician Payment Fairness Act of 2001. This legislation was
intended to correct the conversion factor for payments in 2002 so
the reduction would be a negative .9 percent rather than the cur-
rent 5.4 percent negative figure. Unfortunately, due to budget con-
straints, we were unable to get this legislation signed into law last
year, but we do remain committed to improving the formula used
to calculate the annual update for Medicare payments to physicians
and other health care professionals paid under the physician fee
schedule. I think that 316 at latest count, 316 bipartisan co-spon-
sors in the House of Representatives, along with 69 co-sponsors of
the companion legislation in the Senate agree with that statement.

I do want to keep my opening remarks brief. I will ask members
to keep their remarks brief with the exception of Mr. Brown, to
limit their remarks to no more than 3 minutes. And I also would
like, on behalf of the committee to welcome Mr. Doug Bereuter
from Nebraska here, from very cold Nebraska. Doug is not a mem-
ber of this committee, but he has a concern regarding the physi-
cians in his District and we wanted to give him the opportunity to
sit here and to also query Mr. Scully.

With that, I now recognize Ranking Member Brown.
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Mr. BROWN. Thank you, Mr. Chairman, I will also be brief. I
want to echo what you said about Ann Esposito who’s been terrific
to work with and always straight forward, always honest and hon-
orable in her dealings and thank you for that, Ann.

I want to thank Chairman Bilirakis for holding the hearing
today. Administrator Scully, thank you for joining us. Mr. Scanlon,
thank you for again joining us and all the witnesses that are here
this morning.

There have been dramatic changes, as we know, in health care
since Medicare was established in 1965. As the old saying goes, the
more things change, the more they stay the same. Health care may
be more sophisticated today than it was 27 years ago. Health care
finance and delivery may have evolved from unfettered fee for serv-
ice to coordinated care, to vertically and horizontally integrated
care, HMOs, PPOs, PSOs, point of service plans and hybrid ar-
rangements, I wouldn’t even begin to explain. But it doesn’t mat-
ter. Health care delivery still hinges on the doctor-patient relation-
ship and when it comes to financing health insurance relies on the
broad pooling of risk and health insurance still derives its value
from the reliability of its coverage and the depth, the quality and
the accessibility of its provider network.

Medicare fee-for-service program which, if you want to get tech-
nical, is actually not fee-for-service, but a hybrid, still delivers on
all these fronts. That’s why logic rests on the side of sustaining
Medicare as a single insurance program, rather than parsing the
risk pool into multiple private plans. That’s why Medicare is endur-
ingly popular with its beneficiaries and that’s why it’s critical to
pay physicians and other professionals who contract with Medicare
on a fair and consistent basis.

The current payment formula for Medicare physicians and allied
health professionals is flawed. We need to fix it. These providers
should not have received the 5.4 percent cut in their payments this
year. I was pleased to join Chairman Bilirakis, Chairman Tauzin
and Ranking Member Dingell in legislation to stop the cut from
being implemented. That bill, H.R. 3351 enjoys strong bipartisan
support. I thought it was 312 sponsors. The chairman says 316
which goes to show how productive he was on the House floor last
night at 1 in the morning gathering more co-sponsors.

An identical measure in the other body has 69 co-sponsors. The
problem last year, the problem this year is finding the money to
pay for it. That’s the perennial issue, but for reasons I'll leave
aside, Mr. Chairman, in the spirit of bipartisanship, it’s too early
in the morning to do anything else, the funding problem is even
more daunting this year. We’re simply going to have to find a way
to overcome that challenge. The current payment formula is tied to
a general economic indicator, the GDP, an overall expenditure tar-
get that is simply out of sync with legitimate changes in the vol-
ume and cost of care, compounded by data errors, the GDP link
produced the unjustifiable 5.4 percent cut this past year. And if we
do not take action, physicians and other professionals will be sub-
jected to another significant and unjustifiable cut next year. We
have responsibility to the beneficiaries who depend on Medicare to
the health care professionals who make the program work to stop
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the 2002 cut in its tracks and establish a workable payment for-
mula for the future. It’s expensive, but it should be done.

Thank you, Mr. Chairman.

Mr. BILIRAKIS. I thank the gentleman. The Chair now recognizes
for 3 minutes, the first member to appear here this morning and
the vice chairman of the subcommittee, Mr. Norwood, Dr. Norwood.

Mr. NorwoOD. Thank you very much, Mr. Chairman, and I mean
this sincerely, thank you for holding this hearing. If any of us real-
ly do care about the health care of senior citizens, there probably
won’t be a more important hearing. And as you and I have dis-
cussed many, many times and for a long time that the Medicare
payment rates were ultimately going to affect access to care and
quality of care and it appears to me that it is finally coming true.

I'd like to thank HCFA Administrator Tom Scully for joining us
today. Tom, we don’t have an opportunity to visit lots. You're busy,
I'm busy. There are a number of little things I want to sort of talk
about while we have you out there and frankly, I'm concerned
about some of the things I've been reading in the press. Happily,
the only reason I'm not mad, Tom, is that even I know by now you
can’t believe everything you read in the press and I'm sure before
this hearing is over you're going to make me feel a lot better.

Mr. ScuLLy. No question.

Mr. NORWOOD. I hear from the press that you don’t like the pro-
vision in our Medicare Reform Bill that requires HCFA to tell
someone whether a treatment is covered and I hear in the press
you call that provision crazy and a Democratic provision and I'm
upset because you’re in a Republican Administration and I see no
reason to give the Democrats all the credit solving that problem.

I happen to like that provision very well. I happen to know it’s
a bipartisan provision. Dr. Ganske took the lead on that and it
hurt my feelings a great deal to be honest with you, if you think
I'm crazy, along with my mother-in-law to know if HCFA is going
to cover something that she needs in health care.

I also hear that you've been threatening to change the AWP for
oncologists without changing the—you know how the press is, you
can straighten me out in a minute. The AWP for oncologists with-
out changing the reimbursement structure to pay oncologists for
the services they perform. I read where you think that you have
the authority to change AWP while leaving the oncologists high
and dry. Now I don’t think that would be a wise thing to threaten.
In fact, somebody might call and idea that would blatantly drive
up hospital treatment like that real crazy.

We have some very important issues before us today, Mr. Chair-
man, on Medicare and I'd like to be comfortable with Mr. Scully on
these issues and I know we will be by the end of the day. Take to-
day’s issue and what we’re actually here about which is a very im-
portant issue. I know it’s going to be costly, but let’s be honest,
please. Providing almost free health care coverage for American
seniors is simply not an inexpensive proposition. And I don’t lay all
that at your door. That’s Congress’ responsibility. I know we’re giv-
ing you signals saying that you've got to cut costs, cut costs, cut
costs and we keep sending you less money.
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If your response, however, to the growing expense of Medicare is
to constantly decrease payment to providers my view is that’s just
really not smart.

Mr. BILIRAKIS. Please summarize. We're very happy that you
aren’t angry this morning.

Mr. NorwooD. Well, ultimately, as we all know, providers are
simply going to walk away from Medicare. They can’t continue to
treat patients when it costs them money and I hope you realize
that. I've got another 5 or 10 pages, Mr. Chairman. I will quit with
this. I hope you will stay and hear the other witnesses. That’s im-
portant that you hear what people who are in the trenches are
going to tell this committee this morning. So I'll be observant
whether you can stay or not.

Thank you very much.

Mr. BILIRAKIS. I thank the gentleman. For 3 minutes, Mr. Green-
wood, a warm up for your later session today.

Mr. GREENWOOD. Oh, I'll pass. It’s too early in the morning.

Mr. BiLirAKIS. Mr. Burr.

Mr. BURR. After that, I wouldn’t try it.

Mr. BILIRAKIS. Let’s see, I'm not sure who came in first. Dr.
Ganske. Three minutes, Greg.

Mr. GANSKE. Thank you, Mr. Chairman. My State of Iowa ranks
dead last in terms of provider reimbursement, 50th out of 50
States. We are about 25th in terms of overhead expenses. And we
are eighth in terms of quality of care delivery. So, we’re dead last
in terms of our reimbursement. We're in the middle, average, for
overhead, yet we’re still delivering really good health care. But I
have some concerns if that can continue. I am hearing from physi-
cians that they won’t be able to take any more Medicare patients
into their practices because they’re having to make up the dif-
ference. And in small towns and rural areas, Medicare patients
make up a disproportionate percentage of their practice.

Hospitals are in the same situation. Today, we’re dealing with
the physician provider formula. We need to fix it. It is fundamen-
tally flawed and if we don’t, I predict that we are going to see a
real decrease in terms of health care access of senior citizens to
physicians. There’s a lot of historical reasons for this, including
some recent ones. For instance, when Medicare started, we weren’t
so heavily dependent on technology. In my State, there were lower
utilization rates, meaning in a rural State people don’t go to the
doctor quite as often unless they really need to. So we started out
with a lower average cost per patient than say New York. So, over
the years then if you get an across-the-board increase, then the gap
increases. For instance, lets say, before Medicare started, the aver-
age cost in New York was calculated at $300 a month and in Iowa
it was $100 a month. And then the next year you get a 3 percent
increase across the board. Now youre dealing with $309 as the
base for New York and $103 for Iowa. Then the next year you get
a 3 percent increase and the gap gets bigger and bigger and bigger.
We need to deal with that.

We had, as has been pointed out, a very large bipartisan group
of Congressmen and Senators that wanted to move on this issue
before we left for Christmas and I really applaud the chairman for
taking a lead on this. We need to get this thing moving. So I'll look
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forward to the testimony from you, Mr. Scully, and the other mem-
bers of the Panels, thank you.

Mr. BILIRAKIS. I thank the gentleman. Mr. Buyer, for an opening
statement.

Mr. BUYER. I'd just say, I don’t know if it’s in response or in ad-
dition to Mr. Ganske’s comment, I don’t think it would be accurate
to infer from his comment that if Iowa is last in reimbursement,
but eighth in delivery of care that the other 49 States are infla-
tionary in their reimbursement. Because I think it would be easy
to infer that from that statement. I do remember very well in April
1995 serving on a health care task force and when we got the letter
delivered to us about Medicare and its potential insolvency and
how difficult it was to work through that and sometimes we got it
right and sometimes we didn’t. And I think what was most dis-
tressing about reimbursements, whether it was to hospitals and
others, was how the formula was handled. It was fascinating to see
when you took a map of the United States and trying to follow the
money and where it was, we actually took an overlay on to the map
of the United States and learned that after, there was a 40-year
domination of one political party when you laid the political map
and Districts on to the reimbursements you saw where there was
seniority in political power, that’s where the money was going and
that was wrong. And so we sought to bring equity to the reim-
bursements across the country. And I want to thank Mr. Brown
and the chairman both for this hearing so we can—I'm hopeful that
we continue in our equity in this funding formula, not just giving
it t(i—let it follow the power, but make sure that it is done cor-
rectly.

I yield back my time. Thank you.

Mr. BILIRAKIS. I thank the gentleman. Ms. Wilson for an opening
statement.

Ms. WiLsON. Thank you, Mr. Chairman. I'd like to echo the com-
ments of my colleague from Iowa as well as my colleague from In-
diana. Medicare, Dr. Norwood said in his opening statement that
Medicare reimbursement rates affect access to care and quality of
care. That shows up so astoundingly when we look at the discrimi-
nation within this program against States like New Mexico and
like Towa where we are at the low end of the reimbursement scale.

Dr. Ganske is right. Iowa is No. 50. New Mexico is No. 37. And
what makes it particularly difficult is that a doctor who is prac-
ticing in Albuquerque can go over the line to Amarillo, Texas and
get a $20,000 or $30,000 raise just because of Medicare discrimi-
nating against New Mexico. New Mexico paid—New Mexico citi-
zens pay into Medicare at the same rate as everybody else and we
shouldn’t be denied access to care because Medicare has set up a
system that discriminates against doctors in the State of New Mex-
ico. The geographic disparity in this system is appalling. And I
think it’s about time that we put a little sunlight on that and what
it does to access to care and quality of care in rural areas, in poor
areas and in areas where people are under served by health care.

We're going to talk today about the physician reimbursement
payment and adjusting that and I am a co-sponsor of that bill, but
I wish it was only 5 percent that we were arguing about here be-
cause in New Mexico, the average reimbursement for a Medicare—
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we can’t get the reimbursement payments for physicians and com-
pare completely apples to apples. I think somehow that’s inten-
tional. People don’t really want everybody to know just how bad it
is. But if you just look at the average per enrollee reimbursement
for Medicare in the State of New Mexico, $3,726. In Texas, $6,539.
We're talking about disparities of 40, 45 percent. You can’t keep
doctors in New Mexico for that. We have to address the geographic
disparity and until we do that, we will continue to struggle with
lack of access to care and lack of quality of care because the Fed-
eral Government discriminates against about 14 States in this
country.

I yield the balance of my time.

Mr. BiLIRAKIS. Thank you. Mr. Shadegg.

Mr. SHADEGG. Thank you, Mr. Chairman, and good morning.
Nice to see you bright eyed and bushy tailed like the rest of us this
early morning after a nice evening last night.

I am thrilled that you’re holding this hearing, Mr. Chairman, be-
cause I believe it is critically important. Medicine across America,
I believe, is in a crisis of its own, indeed, my staff would say medi-
cine in America, we're in such a deeply troubling situation that it’s
as though the building is on fire, but nobody can smell the smoke.

I grew up with a number of young people in Arizona who are
now physicians. I will tell you they come to me every day and they
make a compelling case for what is wrong with medicine, or the
hassle of their lives, or being ordered around by bureaucrats, or
being ordered around by HMO bureaucrats and now on top of that,
Mr. Chairman, we plan as a result of I believe a deeply-flawed for-
mula, to reduce their reimbursement.

Make no mistake about it, Mr. Chairman, if we do not pay physi-
cians well, if we do not prov1de them control of their own lives, if
we do not enable them to exercise their professional Judgment in
a way which they feel is appropriate, and reward them for doing
so, then we will not attract qualified people to the practice of medi-
cine. This 5 percent reduction is an outrage.

Now there are serious problems with Medicare and the Medicare
and the Medicare system, but I want to pay compliments to Tom
Scully and the new administration for what they've done. This is
a headline from the East Valley Tribune, the second biggest paper
in the State of Arizona, I think, very significantly, it says “Valley’s
ERS Overwhelmed”. This is a problem that has been emerging in
my community and it is extremely severe. But I raised this prob-
lem with Tom Scully, the CMS Director who is here today and I
want to tell you that he was incredibly responsive. He agreed after
a brief series of meetings where I outlined what was going on in
Arizona to come to Arizona to see the problem first hand and to
work to address it. And he has done that.

Your bill, Mr. Chairman, has I believe, 312 co-sponsors

Mr. BILIRAKIS. 316.

Mr. SHADEGG. 316. And I cannot remember a time when I knew
of a bill with that many co-sponsors that did not see floor action.

There’s a great deal to be done here with regard to Medicare.
There’s a great deal for us to do with regard to medicine, because
if we do not act now, we will have—we will not have quality people
going into medicine. I'll bet you there’s not a person in this room
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that’s involved in this issue who hasn’t had a doctor come up and
tell them that they were encouraging their son or daughter not to
go into medicine because of the condition of medicine today. We
can’t fix it overnight, but we must fix it. This bill is a good start.
This hearing is a good start. I compliment you, Mr. Chairman.

Mr. BILIRAKIS. Well, thank you, sir. And I endorse your com-
ments and I would say that there’s one other bill. It’'s a Veterans’
bill that has considerably more co-sponsors and still has not seen
the light of day.

Mr. Barrett, for an opening statement, 3 minutes.

Mr. BARRETT. Thank you, Mr. Chairman. I won’t need 3 minutes.
I just want to thank you for holding this hearing so quickly after
we finished our debate on campaign finance reform.

I'm pleased to be here because I think that this is an issue that
needs our immediate attention. Obviously, as the previous speaker
said, as we listen to health care providers in our Districts, we know
that there’s a problem here and I appreciate your convening this
and hopefully, we can address this problem as quickly as possible.

Mr. BILIRAKIS. Thank you, thank you, Tom. The Chair is pleased
to recognize the gentleman from Nebraska, Mr. Bereuter, for an
opening statement.

Mr. BEREUTER. Mr. Chairman, thank you very much for your
courtesy. I admire the work ethic of this subcommittee, especially
in light of what’s happened. I do want to associate myself with re-
marks of the gentlemen from Iowa, the gentle lady from New Mex-
ico, the gentleman from Indiana. This is an extremely important
issue. I think the gentle lady has pointed out how our beneficiaries,
of course, the people paying into the Medicare system are, in fact,
cross subsidizing areas of the country with less than conservative
practice styles and beneficiary preferences.

Really, the result is that I introduced a bill which will attempt
to deal, in part, with this problem by physician work adjustment
changes, the formula thereof. And the current reimbursement rates
are really having a negative effect on our ability to recruit ade-
quately quality health care professionals in my State, particularly
in the most sparsely settled parts of the State. The inequities really
do need to be addressed and I'm very interested that you’re holding
this hearing, that you’re trying to take some action and I appre-
ciate the ability to sit in and listen to the witnesses and perhaps
ask a question or two.

Mr. BILIRAKIS. I thank the gentleman. Thank you for your inter-
est.

I believe that completes the opening statements. The Chair first
would ask unanimous consent that all members of the sub-
committee, their written statements might be made a part of the
record. There’s a written statement by Congressman Joe Knollen-
berg who he has asked might be made part of the record, so by
unanimous consent I request it includes that, as well as a number
of statements that have been furnished to the subcommittee by
various stakeholders, unanimous consent of those, all be made a
part of the record.

[Additional statements submitted for the record follow:]
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PREPARED STATEMENT OF HON. W.J. “BILLY” TAUZIN, CHAIRMAN, COMMITTEE ON
ENERGY AND COMMERCE

Chairman Bilirakis, thank you for holding this important hearing. I'd like to ac-
knowledge your leadership in recognizing the urgency of the issue before us today.
The Subcommittee has been actively engaged on the critical issue of physician pay-
ments, sponsoring Member and staff briefings, holding a press conference, and intro-
ducing legislation to provide immediate relief to those physicians and health care
professionals experiencing a significant payment cut this year.

At this hearing, we will focus our attention on how we got to where we are today
and why we are using such an unpredictable formula, which has resulted in widely
oscillating payment updates over the years. In my home state of Louisiana, accord-
ing to the AMA, total Medicare losses for physicians will exceed $28 million—or
$3,549 per physician. I'm concerned that the 2002 payment cut and the expectation
of similar significant reductions in the future will cause many Louisiana physicians
who are near retirement to leave medicine, which could have a serious effect on pa-
tient access to care.

I'm sure many of us have heard from physicians and other health care profes-
sionals in our districts about the effect the 2002 negative payment update will have
on their practices and the beneficiaries they serve. Just recently, I received a dis-
tressing letter from a surgeon in Louisiana. One comment Dr. Opelka made was
particularly striking and I'd like to share it with you today.

He states in his letter that “reductions in Medicare physician payments are begin-
ning to seriously impact Medicare patient access to the full spectrum of care in our
community. Patients continue to receive treatment, but the availability of all as-
pects of care has decreased...If reimbursements continue to decrease, I have con-
cerns that further changes will continue to erode the fabric of the finest care deliv-
ery system in the community.” We must ensure that beneficiary access to critical
health care services is not put at risk.

At the same time, I recognize that money doesn’t grow on trees. We are once
again in deficit spending. Moreover, the Administration instructs us that we need
to find offsets for any increases in provider payments. We take that budget proposal
very seriously, and yet, at the same time, this payment policy needs to be fixed. But
to accomplish this, we are going to need the Administration’s help as well as the
affected groups’ input to make sure this type of cut never happens again.

During today’s hearing, we are honored to have before us Tom Scully, the Admin-
istrator of CMS. I look forward to hearing your testimony today and hope that it
yields additional insight into ways we can improve our federal health care programs
and remedy the instability plaguing the physician payment update system.

Bill Scanlon from the General Accounting Office is also with us today. He will lay
out the different policy options we will face as we work to draft a legislative fix—
a fix that will make sense, be good policy, and last the test of time. We are also
fortunate to have representatives from beneficiary, physician, and practitioner
groups who are particularly affected by the negative payment update this year.
f’I“hey bring a valuable perspective that is critical to developing the right legislative
1X.

Chairman Bilirakis, thank you again for holding this important hearing. I yield
back the balance of my time.

PREPARED STATEMENT OF HON. JOE KNOLLENBERG, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF MICHIGAN

Mr. Chairman, I applaud the committee for holding this hearing as Congress con-
tinues to work with the Bush Administration to modernize and improve the Medi-
care system. As Congress addresses the issue of broad Medicare reform, it is essen-
tial to consider the impact of reducing Medicare payments to physicians. After all,
physicians and other health care professionals are critical components of the Medi-
care system, serving on the front lines to provide quality health care to all Ameri-
cans.

I commend the efforts made already by many Congressional Members and the
Bush Administration to implement administrative reforms to make the Medicare
program work better for physicians. Programs such as the Physicians’ Open Door
Initiative and the Physicians Issues Project have helped improve the flow of infor-
mation, reduce regulatory burdens and ease paperwork requirements. As a result,
doctors will be able to spend more of their time providing health care and less of
their time wading through pages of rules and regulations. It is my hope that we
will build on these improvements.
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I appreciate the opportunity today to raise concerns expressed by many doctors
in my home district in southeastern Michigan. I believe these issues have been
echoed by health providers throughout the country as well. My constituents have
brought to my attention the devastating consequences of the final payment policies
and payment rates for 2002 under the Medicare Physician Fee Schedule announced
by CMS on November 1, 2001. Reducing Medicare’s physician payments by 5.4%
would significantly restrict their ability to provide the necessary services to our sen-
iors.

In addition to physicians being discouraged by the enormous amount of federally
required paperwork, our area has seen a significant decrease in the number of phy-
sicians financially able to care for Medicare beneficiaries, subsequently closing their
practice to them. Moreover, some doctors are simply leaving medicine altogether be-
cause of the financial impossibility of providing services under Medicare.

Emergency physicians will be particularly adversely affected given payment cuts
in other areas. The role of emergency departments is becoming even more important
as our country prepares to respond to bioterrorism and it is essential that their phy-
sicians be able to effectively carry out their responsibilities.

A Medicare payment cut could also effect the entire health sector as numerous
private sector plans and state Medicaid programs tie their physician fee schedules
to Medicare rates. At a time when we are concerned with healthcare workforce
shortages, we must identify strategies to increase recruitment, retention and devel-
opment of qualified health care providers. I look forward to working with the Com-
mittee and the rest of my colleagues and the Bush Administration to enact com-
prehensive Medicare reform that will include strengthening the Medicare payment
system.

Mr. BILIRAKIS. Having done that, the Chair now would recognize,
Mr. Scully. Tom, I'll set this for 10 minutes. Just present your
story and don’t worry too very much about the clock, even though
I would say that we have to give us this room by 11 o’clock.

Mr. Greenwood will definitely boot us out of here, if we’re not fin-
ished. Enron, these days, takes priority apparently over everything
else. In any case, Tom, please proceed.

STATEMENT OF HON. THOMAS A. SCULLY, CENTERS FOR
MEDICARE AND MEDICAID SERVICES, DEPARTMENT OF
HEALTH AND HUMAN SERVICES

Mr. ScurrLy. Thank you, Chairman Bilirakis, Congressman
Brown and other distinguished members of the committee. I'll go
as fast as I can. First, I'd like to quickly add my thanks to Ann.
I didn’t know she was leaving until this morning, so I'm sorry to
hear that. She’s been a terrific help to me and a lot of people in
the administration.

I also brought with me Rick Foster, who is the Chief Actuary at
CMS, in case there are any technical questions and I'm not smart
enough to answer or in case Mr. Norwood gets too mad at me. He’ll
get all the questions.

But anyway, I'll go through this as quickly as I can. Let me just
start off by saying I've worked on Medicare physician payment
issues since 1989 when I was one of two people in the first Bush
Administration who was, I guess, primarily responsible for working
with Congress to develop the RBRVS system. Over the years, I
think you can argue, that this has been the most stable system in
Medicare and historically, the payments to physicians have been
more predictable, more stable than most of the other Medicare pay-
ment systems. I think it’s worked reasonably well, and in fact, of
all the Medicare payment systems, this is probably the one that is
mimicked most regularly by the private insurance sector.

However, I do think it’'s important that we fix Medicare’s pay-
ment mechanism because I think it does have significant problems
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for a variety of reasons, including the fact that I think we have to
be careful that doctors don’t lose confidence in the system and that
the beneficiaries don’t start to lose access to the vital services they
provide.

This year, Medicare will make about $43 billion in physicians
payments. Between 1997 and 2001, Medicare physician spending
went from about 17.6 percent of the program to 20.5 percent of the
Medicare fee-for-service program, so physician spending is not
shrinking as a percentage of the program. It’s actually growing and
I'll get into that in much greater detail.

Each year, Medicare processes about 600 million physician
claims and the fee schedule that we use—the relative value fee
schedule—pays for about 7,000 different physician services. The
annual update for these services is now calculated based on infla-
tion in physicians’ costs to provide care and it’s adjusted up or
down for what is called the sustainable growth rate. I'll try to go
through this as sanely as I can and explain how this extremely
complicated system works.

The system was designed to constrain the rate of Medicare physi-
cian spending and link the growth of physician spending to the
overall economy as well as to take into account physician growth
of volume and intensity of services. In large part, believe it or not—
and there are obviously significant flaws and I'll try to explain
them—the system has been working almost exactly as designed.
There’s just been a lot of factors that have come together in prob-
ably the worst possible way to throw the formula out of whack, but
it is, in fact, working as designed.

The law, as it was designed in 1989 and then updated in 1993,
1997, and 1999, is extremely prescriptive, especially the last two
updates. It gives CMS virtually no administrative flexibility to
change anything. I think, as many of you know, I spent about a
month working every day with many of the physician groups, in-
cluding the AMA, to see if I had the administrative flexibility to
change it this fall and it was abundantly clear that legally we do
not. So the negative update was a surprise to us when the formula
produced this mumber in September. We came up as quickly as we
could to the Congress and explained it. Normally, we don’t talk to
anyone about this regulation until it comes out in November, but
this year we started explaining it probably in mid-September.

Several factors led to this negative update. First and most promi-
nent is the downturn of the economy, since the formula, the sus-
tainable growth rate formula, is tied to the gross domestic product.
Second, the annual cumulative physician spending for services in
prior years is much higher than expected. And third, as we go back
and calculate actual expenditures in the past, there were some sig-
nificant miscalculations—a couple of billion dollars a year, which
I'll explain, in past years—that were basically missed in the ex-
penditure formula. So we actually identified those and calculated
them correctly and it significantly increased expenditures, basically
putting the target back down—I’ll go into great detail explaining
this.

The combination of the lower target for GDP and the much high-
er expenditures produced the negative update for physicians for
2002. We're required by law to make an estimate for 2003 on
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March 1—and Rick actually does it—and it is in these charts, as
you’ll see. We have given you our projections for the next couple
of years and as you will see, the update is again significantly nega-
tive for next year.

I think it’s important to understand, from a historical perspec-
tive, how the system was set up and why it was designed, so let
me just very quickly go through that, if I can.

During the 1970’s and 1980’s—this is a quick discussion of physi-
cian payment before 1997—the annual growth rate for physicians
was an unsustainable average growth rate of about 14 percent. And
because the system was based on historical charges, it produced
even wider geographic variabilities and variabilities between med-
ical specialties and services than the system we have now, which
as you can see from the opening statements, is certainly not per-
fect.

To address these criticisms, Congress directed the Physician Pay-
ment Review Commission, which is the predecessor of MedPAC, to
come up with a new formula and on a bipartisan basis in 1989, the
first Bush Administration, which I was a part of, and bipartisan
Members in Congress—in this committee and the Ways and Means
Committee and the Finance Committee in the Senate—pushed
through those recommendations to create what is now the RBRVS,
resource-based relative value system. Under these recommenda-
tions, we created a lot of relative values for each physician’s service
and the system is based on work from the AMA. So essentially,
every year, the Relative-Value Update Committee, which is basi-
cally put together by the AMA and all of the physician groups in
the country, sits down and says, “Here’s $43 billion. What’s the rel-
ative value of rates between anesthesiologists, gastroenterologists,
surgeons,” and recommends relative values of what the physician
community thinks the relative payment should be.

We take over 90 percent of the RUC’s recommendations—that
really is what drives the payment system.

Let me just quickly, I'm going to quickly, since it’s a very com-
plicated structure, what I'm going to try to do, rather than just
spend a lot of time testifying is I brought some charts which I was
going to use the easel, but due to the cameras and the micro-
phones, I'll just go through them over here at the table and I hope
each of you have these charts in front of you.

This is an unbelievably complicated process. I spent 15 years on
it and a lot of time in the last couple of days trying to figure out
exactly how it works, so I don’t expect everyone here to understand
this in the next 5 minutes.

Ms. WiLsoN. Mr. Chairman?

Mr. BILIRAKIS. Yes?

Ms. WILSON. Do we have these charts?

Mr. ScuLLy. You should have the charts, I hope.

Mr. BILIRAKIS. No, they’re not part of your statement.

Mr. ScuLLY. They were handed out separately from my state-
ment because they weren’t done in time to come up with the state-
ment. They should be there. And I apologize that they’re not, but
we have charts and brought many copies.

Mr. BiLIRAKIS. Why don’t you proceed, Tom.
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Mr. ScuLLY. Anyway, just to walk through this quickly, what
you’ll find on the top line in the orange, in the dark orange is the
sustainable growth rate, which is largely based on the GDP and
what you see there is for 1998—I did it from 1998 through 2003.
The sustainable growth rate is 1.5 percent in 1998 and goes up to
7.3 percent in 2000. That is the first major piece of the puzzle of
how this works.

The second piece is the actual annual spending target. This is
what the current statute does. You look at 1998, the spending tar-
get for what we were supposed to spend in the year under the stat-
ute was $49.6 billion. This includes physician payments and addi-
tional things like lab services, other things that go into the pot.

In 1999, it was $49.4 billion and then the next year 2000, $39.6
due to the changeover from fiscal years to a 9-month calendar year
in 2000. For calendar year 2000, it was 55.9, then 59.3 for this
year. The point of that is those are the statutory targets and they
were set in 1997. So pre-1997, this target floated and changed
every year.

After 1997, it was locked in, locked in to GDP growth, locked in
to expenditures. So what’s happened to produce this? As I said, the
formula worked virtually exactly as expected; this was the target
and the target expenditures in orange and blue and then you have
the target, the actual expenditures in the lighter shaded orange
and, in the light blue, real spending. So what happens when you
match up the years is, in 1998 for instance, we’re supposed to
spend $49.6 billion. We spent $49.2. So we came in under the tar-

et. In 1999, we were supposed to spend $49.4 billion. We spent
%50.6 billion, so we're obviously $1.2 billion over the target. It’s im-
portant to remember, because as you go over the target, the num-
bers buildup and you have to recapture in later years.

In 2000, the fiscal year was 9 months, there were two 2000s,
strangely, we were supposed to spend $39.6 billion in fiscal year
2000. If you look at the blue line, the two blue lines as a compari-
son, $39.6 billion versus $39.5. So we’re under the target. Then the
problems begin.

In calendar year 2000, the target was $55.9 billion. We actually
spent $58.2 billion. In calendar year 2001, we were supposed to
spend $59.3 billion and we actually spent $65 billion. So what you
find is in 2000, we were $2.3 billion over the target and in 2001,
we were $5.7 billion over the target. And this target is cumulative
and it adds up every year and over a number of years you have
to recapture the excess spending. This is the way it was designed.
It’s obviously not a perfect formula, but it’s working exactly as de-
signed, a whole bunch of factors, unfortunately, kicked in this
year’s very negative update.

What you end up with is the cumulative growth target. If you
look at the far right side in green, under the year 2001, over this
year period, up through 2001, we were supposed to spend $302.7
billion. We, in fact, spent $311.6 billion and that’s how the formula
works. So roughly we have $9 billion in overspending over those
years that, under the formula, has to be recaptured over the next
couple of years.

So two things happened. One is that, under the formula, the
spending has to be recaptured and two things happened that really
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threw the formula off, resulting in the big change. One is GDP
went down, so the target, which had been determined a year ago,
had been estimated to be significantly higher but is now 5.6 per-
cent. The target had been a lot higher when GDP was higher. In
addition, spending was significantly higher than expected for two
reasons. One, and I don’t want to confuse you too much, but origi-
nally looking back at last March, we expected that spending was
going to be significantly higher and it came down as GDP went up.
Second, spending was much higher because we discovered a couple
billion dollars a year in spending. What happens in these codes,
and it’s very confusing, I know, is that we have 7,000 codes. We
used to have about 6,000. We keep adding codes. Over the years
as we added codes, some of the spending of those codes never
showed up in the system. So going back a couple of years, our actu-
aries and our people found out the spending was actually larger,
and they have to put that into the formula. Spending was actually
larger, the GDP came down, the two lines crossed and instead of
having a positive update, you ended up with a significantly nega-
tive update.

So what you’ve got if you looked at last March when the Congres-
sional Budget Office and CMS came out and said what is update
going to be for this year, it was basically negative .1 percent. The
GDP came down this summer. The actual spending that we found
going on was significantly higher, so instead of having a negative
.1, you had a negative 5.4.

The second chart, which is important, is that this is a per code
calculation. This is not total spending. The negative 5.4 is the base
amount, called the conversion factor, and the original idea when it
was passed in 1989 was to represent a base office visit for a physi-
cian. So the next code—when I go through and you see it ranges
from anywhere from $31 to $38 and back down—that’s the base
dollar conversion factor for every one of these 7,000 codes. The up-
date for that, next year is negative 5.4. Spending does not go down.
The update of the dollar conversion factor is what’s going down by
5.4 percent and that’s important to remember. There are a lot of
factors beyond that, including the fact, as I'll go through, that as
we add codes and we do this with the agreement of the AMA and
the physician groups, when you go from the 6,200 codes we started
out with to 7,000, as you add codes and we do this in support of
the medical system and it’s happened gradually over the years, it
waters down the base conversion factor value. So it’s not always a
cut. If the physicians come in and say we need extra codes, it
comes out of the stagnant, finite pot of $43 billion for physician
spending this year, or roughly $60 billion for the whole pot.

So the point is it’s not always a cut. Sometimes when you add
codes, you actually water down the pot and payments go down.

Anyway, the point of this next chart, to go through as quickly as
I can and 'm sure I'm going to create a lot of confusion, but if
you're trying to redesign these, I think it’s important to understand
why the numbers are driving the change. It’s not an easy decision
to figure out what the right fix is because what you’ll find under
the current law baseline spending which is the top one, I'm going
to jump down to the second one. We obviously made some mis-
takes. Had we hypothetically calculated everything totally right the
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last couple of years and understood all the spending that was going
on, what you’ll find is that under the existing formula, if you look
at line 2, you’ll find that as a total amount of growth in the pro-
gram, even though the updates are pretty flat and you see that
they would be for 2002, the second line is if everything had worked
fine and we understood all the spending, the physician payment
update for 2001 would have been plus 3.6 percent and 2002 it
would have been negative 2.1; 2003 would be negative 4.9 which
sounds, obviously, unsustainable and outrageous. But if you look at
what actual spending is, and you look at the next line below, you’ll
see in 2000, spending, if everything is going right, would have gone
up by 5.9 percent; spending in 2001 would have gone up by 9.7 per-
cent; spending in 2002 goes up by 5.2 percent and it’s 1.2. But
some of these numbers, obviously, 1.2 percent growth in physician
spending is not a reasonable number, but I would argue 9.7 is and
later on there’s a 7.6 percent increase.

So even though the actual per code, per conversion factor, which
is the base physician visit, may be going down, spending is going
up because volume is increasing significantly.

The current law baseline, which is what we’re really doing this
year, given our errors, is a little harsher and produces a little
tougher result, but as you can see, what’s driven this, if you look
under 2000 and 2001, the payment update for 2000 was 5.5 per-
cent. It shouldn’t have been 5.5 percent had we been doing it cor-
rectly. If you look down below it, it should have been 1.0 percent
under the formula. The agency made some mistakes and did not
understand the expenditures. It’s a multi-year very static calcula-
tion.

If you look at 2001, physicians got a 5.0 percent update. They
should have gotten a 3.6 percent update. The result of that is that
real physician spending in this pot in 2000 went up by 10.7 percent
and in 2001 it went up by 11.2 percent. Those numbers are obvi-
ously fairly high. Part of the problem here is we—it’s not the physi-
cians’ fault—inadvertently did not understand how the numbers
were growing. The formula was thrown off and we paid out signifi-
cantly more in 2000 and 2001 than we should have. This is a re-
capturing formula by statute to take some of that back.

So you go from—this is the current law baseline, it’s actual real
law and how it works right now. In 2000, we had 10.7 percent in-
crease; in 2001, we have 11.2; and the formula recaptures that
spending. So under the current formula, you have a negative 4.8
percent update and there are other things that result in the 5.4
percent, but the 4.8 percent update results in a 2.4 percent spend-
ing increase. 2003, you get a negative 5.7 percent update, worse
than this year. That results in a 1.1 percent spending increase. In
2004, and this is again current law, negative 5.7, results in a posi-
tive 1.5 percent spending increase.

Now I think there’s probably a good argument to be had that 2.4
percent, 1.1, 1.5 is not a real significant spending increase. On the
other hand, if you look at the other policy options, and I don’t want
to get into too much detail, but one of the major glitches in this
formula, if you go down to the third option here, the way the stat-
ute was changed in 1998 and 1999, the numbers we used for 1998
and 1999 were projected numbers, not actual numbers. Some peo-
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ple would argue that was a mistake as well and I think that’s been
some of the debate in the fall on the Hill.

If you plugged in actual numbers for spending in 1998 and 1999
rather than projections and, just to be clear about what that really
means is the GDP under the formula we use early 1998 and 1999
estimates coming out of our actuaries and that’s what the law says,
use those estimates. The GDP in 1998 and 1999 was much, much,
much higher than everybody projected. So if you actually plugged
in real numbers instead of the projections, which the law does not
allow us to do, you get totally different results. With that formula
in place, if you look down there, you'd still have pretty significant
negative updates the next 2 years. It would have been the same
this year, but next year you have a positive update of 0.8, a posi-
tive update of 1.4, and in 2005, you go up to a positive update of
1.7. That would get you back on track, if you look at the growth
in physician spending on the next line down under where it says
fiscal year 1998 and 1999 adjusted for actual data, you’d have
spending increases this year of 2.4 percent which is low, but next
few years, 8.1, 9.1, 8.3, which some would argue is high. So that
ought to give you the last torturous example because I think these
are the sum of the policy suggestions.

MedPAC’s suggestion I would argue, is probably overly generous
as a fix and the reason is it sounds good. If you look down at the
bottom under the MedPAC proposed formula—they’re going to sug-
gest formally in a couple of weeks, but they put it out a few weeks
ago—would result in payment updates just to start in 2001 of 2.6
percent, 2.9 percent, 2.2 percent, 2.0 and 2.0, which sounds ex-
tremely reasonable and maybe modest. But the spending increases
you get out of that are starting in 2001, 9.7 percent, 11.7 percent,
10.7 percent, 10.8 percent and 9.7 percent. And what that tells you
is the problem is volume. There are a lot more services. A lot more
high tech services. A lot more coming on line and the decision for
Congress and it’s obviously a very complicated one and we’re happy
to help redesign the formula any way you like, is what growth rate
do you want? So the real issue is not necessarily the negative up-
date, it’s do you want physician spending in Part B to grow at 2
percent? Probably not. Do you want it to grow at 11 percent? Prob-
ably not. Do you want it at 5 percent, 6 percent, 7 percent? There
are a million variables in between. I think there’s a very strong ar-
gument this formula needs to be fixed and changed, but I don’t be-
lieve anybody that I've seen has gotten it right yet and I think you
can pick any of the numbers in between in their multi-billion cal-
culations, and, obviously, even though this is incredibly com-
plicated and very obscure stuff, it affects every physician in the
country in a big way and as you know, I've spent a lot of time trav-
eling around the districts and I've heard from 5 physicians in my
family as well—I can’t even identify my job any more. I get at-
tacked too regularly.

There are a lot of very unhappy physicians for a lot of reasons,
but I think when you look at the numbers, and I've been involved
in this, as I said, since 1989, the goal here was to control physician
spending at a reasonable rate. I don’t think anybody expected it to
be negative or even plus 1 or 2 percent, but I also don’t think it
needs to be plus 11 or plus 12 percent. A reasonable level is some-



17

where in between and it’s not just the conversion factor. The up-
roar is about the negative 5.4 percent reduction in the conversion
factor. But you can have a negative 5.4 percent update and if the
volume is high, you can still get 6, 7, 8 percent of your increases
in spending. So I believe that somewhere in between these four op-
tions is probably the right fix and the right course. I don’t believe
MedPac got it right. I'm not sure anybody has it right yet, but it’s
obviously complicated. It’s a major, major task for this committee
and for the Ways and Means Committee and the Finance Com-
mittee this year. We'd like to work with the Congress to get it
right, fix it and hopefully not have to come back and do it in a cou-
ple of years, but it’s also obviously a very major spending initiative
because fixing this formula, which is very specific and very locked
in in statute, is obviously going to cost a significant amount of
money under the current law baseline.

So anyway, Mr. Chairman, I apologize if I went over and I again
apologize if I confused everybody with my crazy charts, but I do
think that if you look at them they’d really explain the problem
pretty clearly, eventually.

[The prepared statement of Hon. Thomas A. Scully follows:]

PREPARED STATEMENT OF THOMAS A. SCULLY, ADMINISTRATOR, CENTERS FOR
MEDICARE AND MEDICAID SERVICES

Chairman Bilirakis, Congressman Brown, distinguished Subcommittee members,
thank you for inviting me to discuss how Medicare pays for physicians’ services. I
have worked on Medicare physician payment issues since 1989 when I was one of
the primary people in the previous Bush Administration negotiating the creation of
the resource based relative value physician payment system, sometimes referred to
as RBRVS. I personally think that, over the years, this has been the most stable
payment system in Medicare, and historically there has been far less controversy
in physician payments than we have witnessed with other providers. In fact, the re-
source-based relative value system has worked reasonably well and often is used by
private payors. Last year we encountered a situation where a number of factors
combined to cause the formula, as set in law, to produce a negative update. It is
important that we fix the mechanism and explain it to doctors so they do not lose
confidence in the system, and they continue to provide beneficiaries with the vital
care they need.

This year, Medicare will pay about $43 billion for physician fee schedule services.
Between 1997 and 2001, Medicare physician spending increased from 17.6 percent
to 20.5 percent of total Medicare fee-for-service spending. Each year, Medicare proc-
esses about 600,000,000 physician claims. The fee schedule reflects the relative
value of the resources involved in furnishing each of 7,000 different physicians’ serv-
ices. By law, we actually establish three components of relative values—physician
work, practice expenses, and malpractice insurance—for each of these 7,000 serv-
ices. The actual fee for a particular service is determined by multiplying the relative
values by a dollar-based conversion factor. And the payment for each of the services
is adjusted further for geographic cost differences among 89 different payment areas
across the nation.

Payment rates for physicians’ services are updated annually by a formula speci-
fied in law. The annual update is calculated based on inflation in physicians’ costs
to provide care, then adjusted up or down by how actual national Medicare spending
totals for physicians’ services compare to a target rate of growth called the Sustain-
able Growth Rate (SGR). If spending is less than the SGR, the physician payment
update is increased, and if spending exceeds the SGR, the update is reduced. The
system was designed to constrain the rate of growth in Medicare physician spending
and link it to growth in the overall economy, as well as to take into account physi-
cian control over volume and intensity of services. In large part, the formula has
been working as designed.

The law that sets this formula is extremely prescriptive. It does not give the Cen-
ters for Medicare and Medicaid Services (CMS) the administrative flexibility to ad-
just physicians’ payments when the formula produces unexpected payment updates,
as we witnessed last year. The size of the negative update for this year was a sur-
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prise when it became apparent last September. As we looked at the actual numbers
going into the formula, we explored every issue and every alternative that could
have produced a different update, but we concluded that we did not have any flexi-
bility. We made sure that every part of the update was accurate and fully in accord
with the law. I know that you, Mr. Chairman, and this Subcommittee, are closely
examining the issue and potential alternatives. The Administration is willing to
work with you to find a budget-neutral way to ensure that physicians receive appro-
priate payment for Medicare services, this year and in the future.

Several factors led to the negative update. First, there has been a downturn in
the economy, which affected the SGR because it is tied to the growth in the coun-
try’s Gross Domestic Product. Second, actual cumulative Medicare spending for phy-
sicians’ services in prior years was higher than expected. Third, our measure of ac-
tual expenditures had to be adjusted to capture spending information on services
that were not previously captured in the measurement of actual expenditures.
Counting these previously uncounted actual expenses, as required by law, also in-
creased cumulative actual expenditures—driving down the update. I explain this in
more detail later. The combination of a lower target and higher expenditures pro-
duced the negative update to physicians’ payment for 2002. We are required by law
to make a formal estimate of the update for 2003 by March 1 of this year. While
we are still finalizing this estimate, our preliminary assessment is that the formula
will produce a significant negative payment update again in 2003.

Physicians argue that these negative payment updates will hinder their ability to
care for beneficiaries, and may result in some physicians not accepting new Medi-
care patients. We take these statements seriously, and are taking steps to monitor
beneficiary access to care to ensure that our nation’s most vulnerable citizens con-
tinue to receive the care they need. As we consider how to improve the Medicare
physician payment formula, I think it’s important to understand, from a historical
perspective, how and why the formula operates the way it does today. It is, in fact,
operating precisely as it was designed in 1997—but we recognize that this has pro-
duced some large short-term adjustments.

PHYSICIANS’ PAYMENT BEFORE 1997

As the Medicare program has grown and the practice of medicine has changed,
Congress and the Administration have worked together in an effort to ensure that
Medicare’s payments for physicians’ services reflect these changes. As a result, the
physician payment system has changed significantly in the past two decades. For
many years, Medicare paid for physicians’ services according to each doctor’s actual
or customary charge for a service, or the prevailing charge in the physician’s area,
whichever was less. From 1970 through the 1980’s, spending for physicians’ services
grew at an unaffordable and unsustainable average annual rate of more than 14
percent. And, because the system was based on historical charges, it produced wide
discrepancies in payments among different localities, medical specialties, and serv-
ices. These payment differences did not necessarily reflect actual differences in the
cost of providing services. As a result, the system was roundly criticized in the
1980’s as overvaluing specialty services and undervaluing primary care services.

To address these criticisms, Congress directed the Physician Payment Review
Commission, an advisory body established by Congress and one of the predecessor
organizations of the Medicare Payment Advisory Commission (MedPAC), to examine
different ways of paying physicians while protecting beneficiary access to care, as
well as slowing the rate of growth in Medicare physician spending. On a bipartisan
basis, and with the support of the first Bush administration, Congress accepted
these recommendations and passed these and other reforms in the Omnibus Budget
Reconciliation Act (OBRA) of 1989, and the new fee schedule was implemented be-
ginning January 1, 1992. The resource-based work component of the fee schedule
was phased in between 1992 and 1996.

Specifically, in its 1989 Annual Report, the Commission recommended a number
of ways to change how Medicare pays physicians. The Commission first rec-
ommended instituting a fee schedule for physicians’ payments based on the re-
sources involved with furnishing each physician’s service, rather than on historical
charges. The Commission also recommended that the relative value of three sepa-
rate components of each service—physician work, practice expense and malpractice
insurance—be calculated, as discussed above.

Under the Commission’s recommendations, once the relative values were estab-
lished, they were adjusted for cost differences, such as in staff wages and supply
costs, based on the area of the country where the service was performed. Then the
actual fee for a particular service for a year was determined by multiplying the rel-
ative value units by a dollar-based conversion factor. The American Medical Associa-



19

tion (AMA) provides support for the Relative-Value Update Committee (RUC), a
multi-specialty panel of physicians that plays an important role in making rec-
ommendations so that the relative values we assign reflect the resources involved
with both new and existing services. We generally accept more than 90 percent of
the RUC’s recommendations, and our relationship is cooperative and extremely pro-
ductive.

The Commission’s second recommendation was to provide financial protection to
beneficiaries by limiting the amount that a physician could charge beneficiaries for
each service.

The Commission’s third major recommendation was to establish a target rate of
growth for Medicare physician expenditures, called the Medicare Volume Perform-
ance Standard (MVPS). The MVPS target growth rate was based on physicians’ fees,
beneficiary enrollment in Medicare, legal and regulatory changes, and historical
measures of the volume and intensity of the services the physician performed. The
MVPS was set by combining these factors and reducing that figure by 2 percentage
points, in order to control to growth rate for physicians’ services. OBRA 93 later
changed this to minus 4 percentage points. Actual Medicare spending was compared
to the MVPS target, which led to an adjustment, up or down, to the calculation to
finally determine the update a future year. The law provided for a maximum reduc-
tion of 3 percentage points, which OBRA ’93 lowered to 5 percentage points.

PHYSICIANS’ PAYMENT SINCE 1997

The Balanced Budget Act of 1997 (BBA) changed the physician payment system
in a number of ways based on Commission recommendations. In BBA, the SGR re-
placed the MVPS. Like the MVPS, the SGR is calculated based on factors including
changes in physicians’ fees, beneficiary enrollment, and legal and regulatory
changes. However, the BBA did away with the historical target for volume and in-
tensity of physicians’ services. Instead, the real per capita Gross Domestic Product,
which measures economic growth in the overall economy, was instituted as a re-
placement.

One other important difference between the old and the new growth targets is
that the old method compared target and actual expenditures in a single year. If
expenditures exceeded the target in the previous year, the update was adjusted for
the amount of the excess in the current year, but there was no recoupment of excess
expenditures from the previous year. Under the new SGR, the base period for the
growth target was locked in at the 12 months ending March 31, 1997. This is the
base period and remains static for all future years. Annual target expenditures for
each following year equal the base period expenditures increased by a percentage
amount that reflects the formula specified in the law, and they are added to base
period expenditures to determine the cumulative target. This process continues year
after year, adding a new year of expenditures to the cumulative target. If expendi-
tures in a prior year exceed the target, the current year update is adjusted to make
annual and target expenditures equal in the current year and to recoup excess ex-
penditures from a prior year. While the BBRA made some further technical changes
to allow these adjustments to occur over multiple years, that is the general way the
formula was established in law. The SGR is working the way it was designed.

BBA also increased the amount that the update could be reduced in any year if
expenditures exceeded the target. The maximum reduction was increased by 2 per-
centage points to 7 percentage points. Thus, for example, inflation updates in the
range of 2 percent, reduced by the 7 percent maximum reduction, would yield a neg-
ative update in the range of 5 percent. BBA also established a limit of 3 percentage
points on how much the annual inflation update could be increased if spending was
less than the target.

Additionally, BBA created a single conversion factor (previously there were three
se